General Business Conditions 


HE country has been flooded with com- 

ment on commodity prices and living 

costs during the past month, most of it 

deploring the present level and seeking 

to place blame in one quarter or an- 
other. Some commentators appear to believe 
that the situation is simple, namely, that sellers 
fix prices, that they are being unconscionable in 
their demands, and that if they can be made to 
see the light they can mark prices down and 
solve the cost of living problem. Others blame 
the high prices on the increases in wage rates, 
now started on another round, or on inefficiency 
of labor. Still others point to the influence of the 
expansion of the money supply and the low in- 
terest rate policy. 

Some believe prices must go even higher be- 
cause of the money supply, credit expansion, 
wage influences or world needs. Others fear the 
effort to talk prices down will be over-successful, 
disturbing confidence and causing a stoppage in 
buying, cancellations, losses and depression. 
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Many think farm and food prices are the heart 
of the problem, but the most vocal critics center 
their attacks on prices of manufactured goods. 

Since there are elements of truth or half-truth 
in most of these comments, the price situation is 
not simple, but complex. Proposals for a single 
or simple cure are not only illusory, but add to 
the confusion of thought. They even obscure the 
goal which business, labor and government 
should seek. What people now seem to desire 
and the Government pleads for is simply lower 
prices. Where the emphasis really belongs, how- 
ever, is on balance in price, cost and income rela- 
tionships and on stability in the price level. 

Many think lower prices and balanced prices 
mean essentially the same thing, because it would 
be impracticable to bring prices into balance 
without marking many prices down. Neverthe- 
less, the distinction should be preserved, for the 
policies adopted will not be appropriate and ef- 
fective unless the goal is clearly seen. To make 
lower prices in themselves the objective is to in- 
vite an indiscriminate assault on the price level, 
perhaps by crude and dangerous methods which 
would hold the threat of unnecessary deflation 
and depression. To think that what is needed is 
to work out a new balance, on the other hand, is 
to invite a discriminating consideration of dif- 
ferences among prices and of factors influencing 
prices, and to establish policies and attitudes 
accordingly. 

The Cause of the Price Rise 

The primary cause of the price rise has been 
the tripling of the money supply, as a result of 
the wartime expansion of bank deposits and cur- 
rency in circulation. This money was created 
mainly by government borrowing from banks. 
The goods for which it was spent in the first in- 
stance were largely destroyed, but after the bor- 
rowing ceased the money remained, while the 
supply of goods available was insufficient for 
buyers’ wants. The pressure of money and wants 
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forced prices to a new high level. A second main 
cause was the rise in wages and industrial costs. 
These and other contributing factors operated 
in the familiar spiral fashion, one man’s prices 
representing another’s costs, and so around the 
circle. 

If all prices and incomes rose in the same de- 
gree no one would be priced out of the market, 
the exchange of goods and production could go 
forward, and the situation would excite no spe- 
cial apprehension. But as in all past inflations, 
the rise has been uneven. Some prices have 
lagged and the incomes of a good many groups 
of the population have lagged. Those who have 
lagged have lost purchasing power. In short, the 
baiance has been disturbed. Some people can- 
not buy the products of other people. 


Most of the difficulties of the current inflation 
are traceable to the unevenness of the rise from 
one price level to another. The problem now is 
to get prices and incomes into better relation- 
ships on some new level. It is safe to say that 
the new level will be substantially higher than in 
1939, giving effect to money and wage factors. 
But it must also be expected that it will be below 
the present average level, for the prices which 
have risen the most — in this case farm prices — 
already have declined and in time are expected 
to drop further. Resistance to many other prices 
is marked. In any case, an effort to adjust all 
prices to the highest prices would be impractic- 
able. It would cause further great distortions. 


What Prices Are Too High? 


People who hear it said that prices are too high 
should ask two questions: “What prices?” and 
“Too high in relation to what?” Wheat is four 
times its prewar price, but steel is up only 23 per 
cent. Food prices, according to the wholesale 
price index of the Bureau of Labor Statistics 
April 19, were 130 per cent above the 1939 aver- 
age. This increase compares with a 132 per cent 
rise shown at the peak in 1920 over the 1913 
average. Farm products as a whole on April 19 
were 169 per cent above 1939; at the peak in 
1920 they stood 138 per cent above 1913. All 
commodities other than farm products and foods 
were 63 per cent above 1939, while at the 1920 
peak they were 144 per cent above 1913. In the 
later ‘20s food prices stabilized at about 56 per 
cent above 1913 (the 1926 index), farm prod- 
ucts 40 per cent higher, and other commodities 
43 per cent higher. 

On this showing the rise in farm products has 
exceeded that of World War I, the rise in foods 
has been as great, but the rise in non-farm prod- 


ucts is less than half as much. Although in 1939 










farm products were too low, the figures never 
theless indicate which commodity groups are 
now “too high”. In terms of 1939 relationships 
farm products are nearly 70 per cent higher than 
non-farm prices. They are also the most influ 
ential group in the cost of living. 


No one has yet suggested any way of bringing 
farm prices down except through the operation 
of free markets, and no one need doubt that free 
market forces in due course will have that effect, 
for a demonstration has been given in the price 
declines of the past month. Excessive prices 
work their own cure. They stimulate production 
and curtail consumption, and they are working 
that way now. 

Non-farm prices are obviously not too high for 
farmers to pay, but many are too high for the 
pocketbooks of the average city buyer. Hence 
many may be too high to equate supply and de- 
mand in the period ahead. Therefore they are 
vulnerable. Non-farm prices may also be too 
high if they yield producers a greater profit than 
is necessary to assure needed production, a fair 
return, and an adequate flow of new capital! intc 
the industry for replacement, modernization, and 
expansion. This test is one which critics of prices 
of manufactured goods may justly ‘nake, and 
when profits exceed these requirements they en- 
danger stability. They should be, and are likely 
to be, corrected by price reductions. 

Moreover, it is entirely true that the general 
interest is served by seeking profits in low mar- 
gins and high volume rather than in high mar- 
gins and low volume. The country has applauded 
the voluntary price cuts of the Ford Motor Co. 
in January, of the International Harvester Co. in 
March, and the others since, because everyone 
instinctively knows that this is the formula for 
lasting prosperity and progress. Producers of 
steel, copper, automobiles and other lines have 
refrained from charging all the market would 
bear, as shown by the premium prices obtainable 
when buyers have these things for resale. 

Unfortunately many critics do not approach 
the profit figures with a standard such as we 
have defined in mind. Rather they compare the 
totals with some past period, without consider- 
ing whether profits were adequate in the period 
chosen and without allowance for such factors 
as are pointed out in our discussion of first quar- 
ter profits on a subsequent page. They overlook 
particularly the conditions which may make cur- 
rent profit rates quite temporary. They overlook 
the increased cost of the plant and machinery 
needed to replace present plant and machinery 
as it wears out. They overlook the fairness of 
an increased return to shareholders commen- 
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surate with the rise in the cost of living. Most of 
them labor under the belief that vrofits are 
hoarded or somehow withdrawn from the in- 
come stream, though it is pertectly clear that 
profits are being spent on widespread programs 
ot expansion and improvement in the industries, 
which are giving employment to millions and 
maintaining their purchasing power for con- 
sumer goods. 


The Level of Costs 

The free markets, giver. time, will correct ex- 
cesses in non-farm prices but their critics show 
less dispositicn to wait than in the case of farm 
prices. However, programs and pressures for 
price reduction which ignore costs can accom- 
plish little. They can stimulate distributors to 
tuke markdowns on goods, but unless replace- 
ments are available to sell at the lower prices 
there will be no permanent gain. In our last issue 
we published compilations of percentage of net 
income to sales of 145 retail and wholesale dis- 
tributors in 1946. The ratio ranged from a low 
of 1.6 per cent for food chains to a high of 6 per 
cent for non-food chains, and averaged 4.5 per 
cent for the group. This was a good margin 
(though not as high as in some other years) but it 
does not leave room for price slashes as general 
and extensive as the newspapers talk about. 

Only through continuous effort to cut costs can 
lasting progress be made. Of President Truman’s 
recent pleas for lower prices the most notable 
was his statement to the meeting of the United 
States Chamber of Commerce, in which he 
placed stress on careful planning, elimination of 
wasteful methods and practices, expanding facili- 
ties where needed, and increasing productivity. 

These are sound recommendations. Against 
them must be set the fact that another round of 
wage increases in the pattern of 15c an hour is 
now in motion. A surprising number of people 
view the increases with complacence, holding 
that it is worthwhile to avert major strikes and 
hoping that out of present profits and a possible 
increase in man-hour output the higher wage 
costs can be readily absorbed. But the conflict 
between wage increases of this size and the plea 
for lower prices is obvious. In many cases there 
was doubtless a choice as to which to do, now 
resolved in favor of the wage worker against the 
consumer. In few cases is there room to do both. 

Some believe the situation is actually strength- 
ened by wage increases on the ground that a de- 
sirable expausion of purchasing powei will result; 
and with az eye on the high farm prices some 
think the wage advances will be beneficial even 
though prices of some manufactured goods have 
to be increased. But the state of purchasing 








power cannot be judged by looking at the farmers 
and the members of trade unions alone. Together 
they constitute substantially less than half of the 
gainfully employed people, and the half which 
has already enjoyed the greatest increases in in- 
come. The other half will now be still further 
behind the procession. Many of them, such as 
pensioners and other recipients of fixed incomes, 
cannot possibly catch up. The railroads, which 
earned only 2.3 per cent on their net worth in 
1946, cannot give wage increases without raising 
rates. Farmers and factory workers alone can- 
not buy the full output of the consumer goods 
industries. 

Even more important, the wage increases can 
be expected as usual to outlast the profit in- 
creases, and to stand as an obstacle to cost reduc- 
tion when lower costs become imperative to keep 
up sales, production and employment. In numer- 
ous cases business already is reaching that posi- 
tion. 


The circumstances point to but one conclusion. 
With wages moving to new highs, lower manu- 
factured goods prices must be sought chiefly 
through higher production per man-hour and 
resulting lower unit costs. The responsibility falls 
on management to squeeze out waste and im- 
prove methods and processes, and on labor to 
give a more efficient day’s work. Beyond that 
there is hope of lower prices for raw materials as 
supplies catch up with demand. Both manage- 
ment and labor are on notice that they must 
satisfy markets which in many cases have already 
changed in favor of the buyer, and which will 
change in other cases as time goes on. Those who 
reet this test successfully will be those who find 
out what the buyer can and will buy, and then 
find a way to produce it. 


Basic Commodities Decline 


While the discussion has been at its warmest 
basic commodity prices have been declining, led 
by foodstuffs. An index of prices of 12 basic 
foods compiled daily by the Bureau of Labor 
Statistics rose 18 per cent between the end of 
January and the middle of March. It turned 
down sharply at the beginning of April, and at 
the end of the month was back to the January 
ievel. The price of wheat has dropped 40c from 
the peak, corn 25c, hogs 8c, lard 10c, butter 16c, 
cottonseed oil and soy bean oil each 12c, and cof- 
fee and cocoa 4%c and 5c, respectively. The in- 
dex, however, is still roughly 20 per cent above 
its level last Fall, before the decontrol of live- 
stock and meats, and more than 60 per cent 
above the level prior to the temporary expiration 
of OPA on June 30, 















May, 1947 


Another notable development during the month 
has been the break of 5 to 7c a yard in spot prices 
of certain constructions of cotton goods, in which 
there has been a second-hand market at stiff 
premiums above mill quotations. This follows a 
similar drop in rayons and a slump in soft wool- 
ens. As usual some people have found themselves 
with more goods on hand or committed for than 
they wanted and have offered them for re-sale, 
while buyers at the same time lowered their 
ideas. Prices for forward deliveries, which were 
substantially below the spot market, have held 
steady. Cotton mills are sold up for the second 
quarter and have considerable orders on hand 
for the third and fourth quarters. 

In view of the heights which food and clothing 
prices had reached and their weight in the cost 
of living, these declines should be a source of 
gratification. They probably signify that the 
peak of the food cost of living and of textile 
prices has been passed. People who can buy 
these things for a little less will have that much 
more to spend for other goods. 

It is true that now that a price drop has come 

the first of any magnitude since 1940 — people 
are wondering whether it is as beneficial as they 
had hoped or whether it may not be the begin- 
ning of liquidation, losses and depression. Some 
one experier:ces losses in every price decline, 
aud a precipitate and disorderly drop which al- 
lowed insufficient time to turn around would do 
severe damage. The drop so far, however, can- 
not be regarded as of great consequence. The 
ground retraced has been only that of a seven 
weeks’ rise from late January into March. In 
that time tew buyers can have accumulated high- 
priced stocks which would leave them vulnerable 
to severe losses. The general attitude has been 
une of prudence and conservatism, although risks 
are unavoidable. 

Meanwhile the benefits of the decline, pointed 
out in discussion in many quarters for months 
past, are an offset. The prices which have drop- 
ped have been out of line with other prices. 
They are weighty in the cost of living. Their 
decline improves the balance in price relations, 
and the realignment has been needed. As to the 
tear that this may be the beginning of a major 
retracement of the inflationary rise, there are 
many factors — including the money supply, the 
financial liquidity of the economy as a whole and 
of corporations generally, the undeniable needs 
for more goods of many kinds here and abroad — 
which argue against such a retcacement. It 
would be Lard to put together even a short list 
of basic commodities of which prospective sup- 
plies can be considered excessive, provided only 











that demand is not cut off by such exorbitant 
prices as have been seen in some markets this 
year. 


First Quarter Earnings 


Reports now available for 385 companies in 
the manufacturing, mining, trade, and service 
industries for the first quarter of 1947 reveal a 
tendency for earnings generally to level off, fol- 
lowing the progressive rise during last year to 
the high point in the final quarter as a result of 
the great expansion in volume and rise in com- 
modity prices. Combined net income after taxes 
was $671 million, compared with $683 million in 
the last quarter of 1946, a decline of 2 per cent, 
with nearly half of the number of reporting com- 
panies showing decreases. Taking account of the 
new round of wage increases now going into 
eftect, recent price declines, and the rapid shift- 
ing in many lines from sellers’ to buyers’ markets, 
there appears to be little doubt but that the peak 
of business earnings generally was reached in 
the past two quarters. 

Compared with the first quarter a year ago. 
when production was curtailed by strikes, recon- 
version, and materials shortages, earnings in the 
aggregate show a large increase, net after taxes 
rising from $291 million to $671 million, or by 13] 
per cent. The gain was heavily affected by the 
recovery to full-time operation of the durable 
gvods industries, which were particularly hard 
hit last year by strikes and other production diff- 
culties. Such important companies as American 
Steel Foundries, Chrysler Corporation, General 
Electric, Republic Steel, Westinghouse Electric, 
and Worthington Pump & Machinery reported 
actual deficits a year ago, while numerous others 
barely managed to keep out of the red, scine 
only with the help of carryback tax credits, Al- 
together, 61 companies in the iron and steel, 
automobile, machinery, and other industries re- 
ported a shift from net deficits aggregating $58 
million in the first quarter of 1946 to net income 
of $111 million in the first quarter of 1947. 

Many other companies, particularly in the con- 
sumers good industries which were not seriously 
curtailed a year ago, also reported substantially 
increased earnings, though here again the gains 
were by nc means uniform. On the other hand, 
the combined net earnings of 24 merchandising 
companies, despite an expansion in volume of 
sales, showed a decline as compared with a year 
ago, reflecting growing buyer resistance to high 
prices and the necessity for markdowns in order 
to move goods. There were also decreases in net 
income scattered through most of the manufac- 
turing industries. For all groups combined, 71 
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NET 'NCOME OF LEADING CORPORATIONS FOR THE FIRST QUARTER 


Net Incume is Shown as Reported — after Depreciation, Interest, Taxes, and Other 

Charges and Reserves, but Before Dividends. Net Worth Includes Book Value of Out- 

Standing Preferred and Common Stock and Surplus Account at Beginning of Each Year. 
(In Thousands of Dollars) 


















































Net Income Net Worth Annual Rate of Return % 

No. 1st Qr. 4th Qr. 1st Qr, January 1 IstQr. 4thQr. IstQr. 

of Cos. Industrial groups 1946 1946 1947 1946 1947 1946 1946 1947 
21 Food products $ 22,295 $ 47,555 $ 44,609 $ 714,550 $ 771,799 12.5 26.6 23.1 
18 Pulp and paper products NESTE RRNE 7,895 14,085 22,469 300,914 874,994 10.5 18.7 24.0 
38 Chemicals, drugs, CtC.  eernccecucnnsenenme 95,611 94,114 100,716 2,024,799 2,208,163 18.9 18.6 18.2 
17 Petroleum products 22222220 men 60,464 101,783 93,832 8,174,420 8,391,442 7.6 12.8 11.1 
16 Cement, glass amd StOme -.ccccccncscnenenememen 6,448 20,929 22,942 490,216 559,206 5.3 17.1 16.4 
29 Iron and steel 17,560 88,007 111,844 3,296,886 8,403,353 2.1 10.7 138.1 
11 Electrical equipment and radio D-34,631 55,708 83,374 759,314 811,176 pane 29.8 16.F 

29 Machinery 1,787 11,606 12,626 413,532 483,703 1.7 11.2 10.4 
26 Autos and equipment sisiesiniuiiaaiaie D- 3,311 36,384 49,216 671,736 784,044 pawns 21.7 25.1 
64 Other metal products in ceecsensensnernennenmam 18,650 68,886 61,290 1,178,296 1,283,117 6.3 23.4 19.1 
538 Miscellaneous mfg. —...... sihauiciniilinis 50,506 84,272 69,031 896,915 1,048,217 22.5 37.6 26.8 
322 Total manufacturing _.... annie 243,274 623,329 621,949 13,921,579 15,119,214 7.0 17.9 16.5 
26 Mining and quarrying .... iniciai 13,079* 21,896* 20,862* 569,577 632,411 9.2 16.3 13.2 
24 Trade (wholesale and retail) cecum 28,730 80,785 23,438 572,264 700,250 20.1 21.€ 13.4 
18 Service industries 5,720 6,715 4,626 177,891 188,629 12.9 15.1 9.§ 

385 Total $290,803 $682,635 $670,875 $15,241,302 $16,640,504 1.6 17.9 16.1 


* Before depletion charges in some cases. D- Deficit. 





companies or 18 per cent of the total number __ stance to show not only the comparisons with a 
made less money in the first quarter of this year year ago, but also the more significant compari 
than in the same period last year. sons with the fourth quarte: of 1946. Quarterly 
The importance of volume as a tactor in de- ‘figures are subject to tax and other adjustment: 
termining earnings is suggested by the sales fig. at the year-end. 
ures reported by 161 manufacturing companies, 
which increased 64 per cent over a year ago. 
Sales of 35 companies, chiefly in the steel, elec The accompanying diagram showing quarter!) 
trical equipment, automobile, and other indus earnings of 200 large industria] corporations in 
tries that were curtailed last year, more than _ terms of annual rates of return on net worth bach 
doubled. Combined sales of the remainder in _ to 1928, with the first quarter of 1947 partly esti. 
creased hy 49 per cent. The merchandising com. mated, provides a long-term perspective for 
panies that have reported quarterly earnings, measuring currently reported earnings and brings 
comprising only a small fraction of total retai] _ out a number of points that need taking into ac 
and wholesale trade, had a sales increase of 15 count in present discussions of this subject: 
per cent. (1) That by and large the rate of earnings oi 
Accompanying is our customary tabulation of leading corporations for the past two quarters 
earnings by business groups, altered in this in- _ was definitely high historically, though no highe: 
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than in 1929 despite a much larger increase in 
volume than in net worth. 

(2) That comparisons of first quarter 1947 earn- 
ings with a year ago are with a period of much 
below average earnings—a fact that must be 
allowed for in judging the significance of large 
percentage increases now being announced. 

(3) That earnings are highly unstable and sub- 
ject to wide fluctuations Just as they advance 
rapidly in periods of expanding business, so they 
can fall rapidly in periods of business recession. 
It is worth pondering by investors, business man- 
agement, and labor alike that not in the entire 
period of 24 years covered in the diagram has 
business enjoyed more than two consecutive 
quarters of such high earnings as have been re- 
corded in the past two quarters. 

(4) Bearing further on (3), the danger of mak- 
ing every earnings increase a basis for commen- 
surate wage demands should be patent to all. 
Apart from any question of equity or of the eco- 
nomic effect of according to labor a monopoly 
interest in any increased industrial earning pow- 
er, is the fact that wage rates, once advanced, 
are not readily reduced, while profits, on the 
other hand, can easily be up one year and down 
the next. This makes all the difference in the 
world in comparing wage rates and profits. [f 
wage rates are advanced too fast on the basis of 
temporary bulges in profits, two things happen: 
(a) in any decline in operations the point at which 
concerns start running into the red and are forced 
to curtail production comes all the quicker, with 
the result that, while wage rates may hold, work- 
ers lose earnings through loss of jobs, and (b) 
there is a great stimulus to use of labor-saving 
devices which displace workers and likewise 
mean loss of jobs. 


Effects of Price Changes 


An additional factor in the earnings picture 
is the effect of the sharp advance in commodity 
prices upon current earnings, and also upon the 
companies’ requirements for working capital and 
for plant and equipment. In such a period, re- 
ported earnings are inflated by inventory gains 
which are non-recurrent, and may turn into losses 
when prices decline, and are expressed in terms 
of dollars of diminishing purchasing power. More 
dollars are needed to carry on the same volume 
of business and to replace worn-out fixed assets. 

Rising prices tend to cause wider operating 
margins, and almost invariably create windfall 
gains from the selling out of low-cost inventory, 
and rise in the valuation of inventories on hand. 
These gains can be misleading in that a company 
continuing in business must invest such profits 
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in new inventories at the higher prevailing prices. 
In this respect a corporation is in the same posi- 
tion as an individual who sells a house costing 
$6,000 for $12,000 but then, after paying a tax 
on his $6,000 “profit”, is forced to turn around 
and buy another house at an inflated price. 


Such overstatement of current “earnings”, and 
exposure to subsequent loss, may be reduced or 
eliminated by the use of the LIFO (last-in, first- 
out) method of accounting, or by setting aside 
from earnings an inventory reserve. Under the 
LIFO method, designed to eliminate the effect 
of price fluctuations upon earnings, and accepted 
by the Treasury Department for tax purposes in 
1939, the cost of current sales is matched against 
cost of current purchases, so that book valuation 
of the same inventory on hand does not increase 
despite a rise in prices. 

An increasing number of companies have ob- 
tained permission from the Commissioner of In- 
ternal Revenue to adopt this method for tax 
returns, and of the 100 largest American manu- 
tacturing corporations, based upon volume of 
sales last year, 36, representing 38 per cent of the 
total sales of the group, use LIFO in whole or 
in part. The remaining 64 value inventories on 
the general basis of “cost or market whichever 
lower”, with various modifications and with spe- 
cial inventory reserves in a number of cases. 


Nevertheless, in spite of conservative account- 
ing generally, the heads of many companies have 
called attention to the fact that valuation meth- 
ods did not in all cases prevent price advances 
from showing up in what is in effect inventory 
appreciation. This is especially true where inven- 
tories have been depleted to such a point that 
ow-cost materials have been sold in finished form 
at the prevailing higher prices. 

Another consideration during a period of rising 
prices is the adequacy of reserves charged for 
depreciation of plant and equipment. Inasmuch 
as these charges are usually based, for both 
accounting and tax purposes, upon original cost 
and expected life, a substantial rise in building 
and machinery costs means that the eventual out- 
lay for replacement will exceed the depreciation 
charged against the worn-out assets, as well as 
the corresponding reserve fund which many 
companies set aside in the form of cash or mar- 
ketable securities. At the Socony-Vacuum Oil 
Company annual shareholders’ meeting, Presi- 
dent B. Brewster Jennings pointed out that “be- 
cause of the higher costs of labor and materials, 
new plants require at least one-half again as much 
capital as they did prewar and so will continue 
to draw heavily on the company’s resources.” 
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In short, the rise in prices affects not only the 
value of the wage dollat, but also the corporate 
income dollar and the dividend dollar. Many of 
the country’s strongest and most successful en- 
terprises have had to borrow heavily during the 
past year tc finance improvements, and for addi- 
tional working capital to carry inventories and 
receivables at the prevailing high volume and 
price level. 

As for the shareholders, while total dividend 
payments increased between 1939 and 1946 from 
$3.8 billion to $5.1 billion, or 34 per cent, accord- 
ing to the Department of Commerce, the cost of 
living, on the basis of Bureau of Labor annual 
averages, rose by 40 per cent, so that total pur- 
chasing power of these dividends actually de- 
clined. By contrast, total wage and salary pay- 
ments (of which an estimated four-fifths is paid 
by corporations) increased during the same 
period from $44.2 billion to $106.6 billion, or 141 
per cent, und their total purchasing power by 
72 per cent. 


The Canadian Dollar 


The Canadian exchange position has been a 
subject of increasing inquiry in this country in 
recent weeks. The discount at which the unoff- 
cial or “free” Canadian dollar has been selling 
under the “official” dollar (which was raised last 
July to parity with the American dollar ) widened 
during April to over 10 per cent. At the same time 
it has become generally known that substantial 
inroads were being made into Canada’s U. S. dol- 
lar resources. In the public mind these two de- 
velopments naturally have become associated. 
There have even been rumors that a new devalua- 
tion of the Canadian dollar may be impending. 
The subject is one of obvious concern in the 
United States, for Canada is by far the largest 
buyer of American goods and about $5 billion of 
American funds are invested there, including 
some $800 million placed in Canadian securities 
and direct investments during the war. 





What is the “Free” Market? 


The first point on which people who are inter- 
ested in the Canadian dollar should have a clear 
understanding is that the discount currently 
quoted applies only in the unofficial or “free” 
market for Canadian tunds, and that this market 
is a relatively narrow one. It exists because Ca- 
nadian dollars owned under certain circumstances 
or derived from certain kinds of transactions can- 
not be converted under Canadian regulations into 
U. S. funds through official channels at the official 
tate. However, they can be sold and bought by 


non-residents. In essence the market is one in 
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which one non-resident may take over another's 
holdings of inconvertible funds. The total of the 
funds thus dealt in is seldom large, and small 
offerings or bids may sway the price consider- 
ably. As for the part the unofficial market plays 
in total transactions in Canadian dollars, it has 
been estimated that it accounted for only about 
8 per cent of Canada’s international transactions 
during the past three years. 

The supply of Canadian dollars in the unoffi 
cial market comes from (1) bank balances held 
by non-residents of Canada at the time when 
foreign exchange contro! was introduced in Sep- 
tember 1989, (2) sales of Canadian securities 
bought for cash since 1940 and registered with 
the Foreign Exchange Control Board, (8) sales 
of Canadian real estate, (4) liquidation of Ameri- 
can direct investments, and (5) proceeds from 
maturing securities payable in Canadian funds. 

Canadian dollars acquired through the unofli- 
cial market — usually through the intermediary 
of an American bank — may be used in Canada 
only for specified transactions. These include (1) 
purchase of Canadian securities, (2) purchase of 
Canadian real estate, (3) making loans and di- 
rect investments in Canadian businesses. They 
may also be used by tourists. 


These limited-purpose or “inconvertible” dol- 
lars therefore cannot be used to pay for exports 
from Canada. Canadian exporters are required 
to obtain payment in U. S. dollars which must be 
turned over to the Foreign Exchange Control 
Board. Similarly, Canadian residents must sur- 
render to the Board all U. S. dollars received 
from services of all types and from investments in 
the United States obtained either as income or 
through the sale of securities. 

On the other hand, the Exchange Board pro- 
vides dollars at official rates out of official re- 
serves for all current transactions. Hence Cana- 
dian dollar interest or dividend checks will, it 
presented to a Canadian bank by a non-resident, 
be converted into U. S. dollars at par. Certain 
capital payments, such as payment for bond 
issues payable in U. S. dollars, are also made at 
par out ot official reserves. 


From 1948 to the middie of 1946, the demand 
tor inconvertible Canadian dollars by non-resi- 
dents was large enough to maintain the free mar- 
ket rate close to the official rate. Following the 
up-valuation of the dollar last July, however, the 
supply exceeded the demand, largely because of 
repatriation of U. S. capital invested in Canadian 
securities. This repatriation may have been in 
duced first by profit taking, and probably has 
been speeded up in the past few months by con- 
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cern about Canada’s loss of U. S. dollars. There 
would seem to be a strong possibility that de- 
mand for incunvertible dollars wil] improve once 
the tourist season opens, for the present discount 
and the relatively low level of prices in Canada 
combine to make vacation trips by Americans at- 
tractive. Moreover, the discount is an induce- 
ment to Americans to make capital investments 
in Canada. 


Canada’s International Payments 


The inroads into Canadas U. S. dollar reserves 
are occurring despite the fact that her over-all 
current account transactions are showing a record 
peacetime surplus. The official gold and U. S. 
dollar resources, reported at $1,508 million at the 
end of 1945, declined to $1,245 million by the end 
of 1946. The explanation lies in the fact that 
Canada’s deficit in her balance of payments with 
the United States must be met out of her own 
U. S. dollar resources, while Canada’s surpluses 
in her balance of payments with other countries 
up to now have been largely financed on credit, 
or are in tunds not yet convertible into U. S. 
dollars. 

Last year, with a high level of employment 
and income. and with many war-deferrec pur- 
chases of industrial equipment and raw materials 
made here, Canadian expenditures in the U. S. 
were of record proportions. In the closing months 
of the year, Canada’s imports from the United 
States reached an annual rate of $1,800 million, 
reflecting in part the rise of prices here. 

The table below shows Canada’s current trans- 
actions with the United States and the sources 
from which the deficit of $603 million was fi- 
nanced. Interest and dividend payments were 
the largest since 1940, due to heavy dividends 
paid by Canadian subsidiaries of American en- 
terprises. Record American tourist expenditures 
of $214 million were reduced by Canadian travel 








Canada’s Current Transactions with U. S. in 1946 
(In Millions of Canadian Dollars) 


Canadian Payments to U. 8. 
For imports from U. S. (a) $1,878 
Interest and dividends (net) 204 
Freight and shipping (net) 66 
Others incl. purchase of U. S. fixed assets (net) ; 82 


$1.730 














Total Payments 


Canadian Receipts from U. 8. 
For exports to U. S. (a) 948 
Shipment of non-monetary gold 96 
Tourist and travel (net) 83 


$1,127 
Balance in U. 8. favor 603 
Settled as follows: 


Draft on Canadian gold and dollar reserves... 268 
Surrender of gold purchased in U. K 150 
Transfer of $ credits from other countries... 87 
Capital inflow and exchange adjustmenta._.._....._.._._.. 108 


a) Adjusted figures. Source: Annual Re of the Cana 
) Exchange Control Board. _ r" one 

















expenditures here which also reached a new peak 
of $131 million. Shipments of the newly mined 
gold fell considerably below prewar. But the 
output of the gold mines is rising despite the 
shortage of labor and the lower price of gold. 


Canada’s Sterling Balances 

While the deficit in Canada’s 1946 transactions 
with us aggregated $603 million, she had on the 
other hand a credit of $954 million (without 
counting $102 million for Mutual Aid and official 
relief) in her current transactions with Great Bri 
tair and other countries. There would have beei 
no strain ir Canada’s current balance of pay 
ments with the United States, and hence no ques 
tion about the soundness of the Canadian dollar 
had all the customers of the Dominion been able 
to pay her in freely convertible currencies. Un 
like the French franc and other Continental cur 
rencies that are under pressure because of in 
ternal complications, the pressure on the Cana 
dian dollar stems entirely from the tact that mul. 
tilateral trading and currency convertibility have 
not yet been sufficiently restored. 

Canada’s economic position probably has never 
been stronger. Not only did she escape wartime 
destruction, but there was a great expansion and 
diversification of productive capacity. The num 
ber of employes in manufacturing industries has 
nearly doubled since prewar. Moreover, the 
Dominion has handled her postwar transition 
problems a: well as any country. Her cost and 
price structure has remained considerably) below 
that of the United States. As a result, Canadian 
products in world markets are in an improved 
competitive position. 

But the final solution of Canadas exchange 
problem is tied up with the extension of multi- 
lateral trading and worldwide currency con verti- 
bility. The decision of the British authorities last 
January making the net balance of sterling earned 
by Canada (and a number of other countries) on 
current transactions freely convertible into U. S. 
dollars, was a step in the right direction. 


international Fund and Bank 


The two new ventures in international financia! 
collaboration, the World Fund and Bank, with 
combined resources calculated at $15% billion, 
have now reached the stage of active operation 
although no loans have been announced. 

The top management of the International Bank 
tor Reconstruction and Development has been 
reconstituted following the resignation in De 
cember of Eugene Meyer as President and the 
late Harold D. Smith as Vice-President. The 
Bank is carrying forward plans for its first loans 
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and last month opened a New York office to 
direct the distribution of forthcoming public of- 
ferings of debenture bonds. 


The International Monetary Fund approved 
exchange rates for thirty-two countries in De- 
cember, received “quota” contributions from 
members in February, and officially declared 
itself ready to begin transactions on March 1. 


The membership of both institutions has risen 
to 44 with the addition of Venezuela, Turkey, 
Italy, Syria, and Lebanon. Of the countries rep- 
resented at the Bretton Woods Conference, the 
U.S.S.R., Australia, New Zealand, Haiti and Li- 
beria have not accepted membership, although 
Australia is reconsidering her earlier decision not 
to participate. Other non-participants include 
Argentina, Finland, Portugal, Sweden and Swit- 
zerland, which were not represented at Bretton 
Woods, as well as the countries with which we 
are nominally still at war. 


Coming Test of Creditworthiness 


The International Bank, in getting under way, 
taces the immediate task of winning investor con- 
fidence and gaining a market for its securities; 
for the bulk of the money which is to be lent 
must first be obtained by borrowing through the 
sale of Bank obligations to the public. A step to- 


ward opening a substantial market for World 
Bank debentures was realized early in April 
when Governor Dewey approved a bill authoriz- 
ing New York State insurance companies to in- 
vest up to 5 per cent of their total admitted assets 
in securities issued or guaranteed by the Bank. 
Similar action in respect to New York State sav- 
ings banks was taken last year and has been taken 
in certain other States in respect to either insur- 
ance companies or savings banks. In some States 
no special legislative authorization will be re- 
quired for these classes of investors. 


Purchases by member banks of the Federal Re- 
serve System, up to the limit of 10 per cent of 
capital and surplus, apparently will require only 
a ruling by the Comptroller of the Currency that 
International Bank obligations are “investment 
securities.” Nonmember state banks, large in 
number but relatively small in resources, are 
subject to various state laws. 


But more than legislative permission to buy is 
necessary to the development of a broad market 
for World Bank obligations. Potential investors 
generally are waiting to see the amounts and 
kinds of credits the Bank extends and the condi- 
tions attached for the protection of the Bank and 
its security-holders. Basic loan policies will go 


far to decide the intrinsic quality of the securities 
which the Bank sells and the demands for them. 


To a greater extent than was apparent even 
six months ago, the Bank will have to rely on the 
American market to raise money for its lending. 
While gold and dollar assets held by foreigners 
still run much larger in the aggregate than before 
the war, they are far from evenly distributed and 
some individual countries stand in urgent need of 
credits of the type which the World Bank was or- 
ganized to handle. Loan applications have been 
received from Chile, Czechoslovakia, Denmark, 
France, Iran, Luxembourg, Mexico, Netherlands, 
and Poland for an aggregate amount of $2,553,- 
875,000. While some of the requests have not 
been fully documented, the needs are mainly for 
financing purchase of electric generating equip- 
ment, locomotives, trucks, tractors, farm imple- 
ments, industrial machinery, and other materials 
for reconstruction and development. 

The Bank’s balance sheet for December 31, 
1946 showed that it then held $402,000,000 in 
dollars. To this amount $158,750,000 was added 
February 25 by a further United States payment 
against its $3,175,000,000 subscription, and an- 
other $158,750,000 will be received May 26 when 
the United States, and most other members, are 
scheduled to complete their contributions of 
paid-in capital. The Bank thus will have over 
$700,000,000 working assets in dollars and from 
this amount some dollar advances can be made 
to borrowers before funds from the sale of de- 
bentures are actually in hand. The Bank’s hold- 
ings of sterling ( £58,000,000), and other cur- 
rencies that may be required by borrowers, may 
be adequate for some time to come without the 
necessity of debenture sales in foreign markets. 

To offer debentures to the American public, or 
for that matter to lend the dollars contributed by 
the United States, the Bank must first obtain ap- 
proval from the President of the United States 
acting on the advice of a National Advisory Coun- 
cil composed of the Secretary of the Treasury, 
the Secretary of State, the Secretary of Com- 
merce, the chairman of the Federal Reserve 
Board, and the chairman of the Export-Import 
Bank. This, in effect, provides a veto power by 
the American Government over loans made in 
U. S. dollars. 


Protection for the Investor 
The first line of protection for the investor in 
Bank obligations is the reasonable expectation 
that the borrower will be able to fulfill his con- 
tractual obligation to the Bank. This it will be 
the responsibility of the directing heads of the 
Bank to assure, through careful analysis of loan 
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applications, avoidance of excessive risks, con- 
tinuous observation of the uses made of loans, 
and keeping a weather eye for emerging weak- 
nesses. The official staff which shoulders this 
large responsibility, as reconstituted, is stronger 
than ever in terms of men of recognized ability 
and tested experience. 


The second line of protection is the ability of 
the member Governments to make good on their 
commitments to reimburse the Bank for losses 
suffered through defaults of borrowers. The 
amount for which each Government is liable is 
limited by the amount of its subscription to capi- 
tal. The United States, for example, which on 
May 26 will have paid in $635,000,000 (20 per 
cent of its subscription), is liable to the extent of 
an additional $2,540,000,000. 


American investors will tend to consider them- 
selves fairly protected on this second line of de- 
fense so long as the Bank's loans do not exceed 
the contributions made or on call from member 
countries whose international accounts and fi- 
nances are reasonably well ordered, and which 
have good records of fulfilling international finan- 
cial obligations. Beyond about the $4 billion 
mark, the Bank debentures would have to rely 
for this secondary protection on the ability of 


weaker members to carry through on their gua- 
rantees. Here, in light of manifest financial dif- 
ficulties in so many countries and past records, 
there are Some not unnatural doubts. 


On the other hand, the Bank may find, with 
the numerous intergovernment credits and the 
availability of private credits to top-grade bor- 
rowers such as Australia and Norway, that the 
scope for International Bank credits may not 
extend beyond $3 or $4 billion. The Bank is de- 
signed to handle borderline cases, good but not 
good enough to borrow in the open market for 
all their needs. As world conditions improve the 
number of these cases should lessen. Moreover, 
the rate at which credit lines can be used will be 
subject to definite physical limitations on ex- 
portable supplies. It may well prove most prac- 
ticable, in any event, for the Bank to proceed 
with the larger credit applications in stages, so 
as to judge the progress of reconstruction pro- 
grams before becoming too deeply committed. 


The Interwar Foreign Lending Experience 
A survey of the experience of American pri- 
vate investors in foreign bonds sold during the 
interwar period, based mainly on U. S. Depart- 
ment of Commerce compilations, discloses that 
Americans invested about $8% billion in forei 
bonds between 1920 and 1940 and that roughly 
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one-third of these went into default with the on- 
siaught of the world depression in the ‘thirties. 
In 140 losses of principal, including losses from 
market depreciation, stood at $3% billion accord- 
ing to Commerce De ent estimates. The 
war, moreover, led to some additional defaults by 
countries which previously had maintained their 
payments. Nevertheless, the record was less 
black than often is realized. 


How would the International Bank have borne 
up under those conditions if all the loans had 
been made by that institution? The estimated 
$3% billion loss of principal would have been 
about 45 per cent of the present subscribed capi- 
tal of the Bank. This 45 per cent is about equal 
to the combined United States and Canadian 
subscriptions. 

It would be unwise to attach undue weight to 
this sort of hypothetical calculation. Rates of 
interest were high during the nineteen-twenties, 
affording the investor a compensation for risk. 
On the other hand, the Bank, while it doubtless 
will offer lower rates on its debentures, will be 
required to accumulate a guarantee fund from 
charges on borrowers so as to build up a special 
reserve against the contingency of defaults. The 
statutes of the Bank also require an investigation 
of the economic position of borrowers and their 
power to repay under which some of the loans 
of the ’20s would hardly have qualified. 


Fund Approves Currency Values 


In announcing last December that it would 
begin transactions on March 1, the International 
Monetary Fund accepted proposed currency val- 
ues for 32 countries. In the case of Brazil, China, 
Greece, Poland, Uruguay, Yugoslavia and three 
minor currencies, action was held in abeyance 
by request of the concerned governments. 


Many observers were surprised by the accept- 
ance of existing currency values for all 32 cur- 
rencies on which action was taken. There had 
been no disposition to question acceptance of the 
valuation of the U. S. dollar and the British 
pound, which provide units of measure for other 
currencies; but with the disorganization of in- 
dustry, commerce, and finance in so many mem- 
ber countries, and their unequal multiples of in- 
flation, it was expected that the Fund’s studies 
might lead to some revisions of currency values 
based upon substantial disparities in price and 
wage levels among other countries. 


The Fund, however, in a newspaper release 
explaining its action, emphasized that it was “not 
to be interpreted as a guarantee by the Fund 
that ell the rates will remain unchanged”: 
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The Fund realizes that at the present exchange rates 
there are substantial disparities in price and wage levels 
among a number of countries. In present circumstances, 
however, such disparities do not have the same significance 
as in normal times. For practically all countries, exports 
are being limited mainly by difficulties of production or 
transport, and the wide gaps which exist in some coun- 
tries between the cost of needed imports and the pro- 
ceeds of exports would not be appreciably narrowed by 
changes in their currency parities. In addition, many 
countries have just begun to recover from the disruption 
of war, and efforts to restore the productivity of their 
economies may be expected gradually to bring their cost 
structures into line with those of other countries. Further- 
more, for many countries now concerned with combating 
inflation there is a danger that a change in the exchange 


rate would aggravate the internal tendencies toward in- 
(lation. 


One curious sidelight on exchange rates is the 
sluggishness of countries to adjust downwards 
rates that, beyond doubt, are too high. At Bret- 
tun Woods and in the later discussions there was 
widespread apprehension that a wave of com- 
petitive currency depreciation would set in after 
the war. On the contrary there is some present 
reason for concern that overvalued currencies 
will be kept overvalued and defended by various 
devices of the thirties, exchange controls, import 
quotas, foreign trade monopolies, and prohibitive 
tariffs, which suppress or distort international 
trade to the ultimate disadvantage of everyone. 
These restraints are now under study by repre- 
sentatives ot 19 countries meeting in Geneva. 


Use of Fund’s Resources 


In announcing its acceptance of exchange rates 
the Fund deferred the date for beginning actual 
operations for two and a half months, until March 
l. Here there were some apprehensions that 
many member countries would immediately rush 
in to borrow the annual amount to which, on the 
literal reading of the statutes, they would seem 
“entitled.” On this point, however, statements of 
policy by Camille Gutt, managing director, have 
been strong and positive. He has said that the 
Fund will advance dollar exchange only “where 
there is every reason to believe that the loans can 
be repaid by the operations in sight.” The Fund 
“will turn down applications from Governments 
which seem to be dissipating their resources or to 
be operating on a poor economic basis.” That the 
Fund regards itself as having a choice, and as 
not being under compulsion to lend, brightens 
very much the outlook for its future. 


As time goes on an interpretation of the Fund's 
statutes, agreed to by its Executive Directors last 
September, promises to grow in importance. In- 
sisted upon by Representative Jesse P. Wolcott 
of the House Banking and Currency Committee 
at the time the Bretton Woods legislation was 
before Congress, this interpretation confirmed be- 
yond doubt the prohibition on the use of the 
Fund to finance relief, reconstruction, armaments, 
or sustained capital outflows, and pinned down 
its proper use to providing “temporary assistance 
in financing balance of payments deficits on cur- 
rent account for monetary stabilization opera- 
tions.” Prior to this interpretation the provisions 
of the statutes were ambiguous enough to leave 
open the danger that a country might borrow 
more and more, year after year, until its quota 
was exhausted, with no predetermined date when 
repayment would be due. 


The League of Nations’ Experience 


The contribution which the Bretton Woods in- 
stitutions can make to getting the world economy 
back on its feet does not lie in the field of finan- 
cial philanthropy. Money is needed, but it is 
needed to implement well conceived plans of 
productive and financial rehabilitation, and not 
to go down the drain of improvident spending 
or to postpone a day of reckoning. 


After World War I two types of loans were 
especially effective: the Central Bank Stabiliza- 
tion Loans and the League of Nations Loans. 
The reason for their effectiveness was that they 
were each preceded by a thorough review of the 
position and program of the borrowing country, 
and at certain times and places loans were ac- 
companied by expert aid and supervision. In 
this way the granting of the credit became an 
assurance to the world that an effective economic 
program was being put into effect. 


These loans provide prototypes for World Bank 
loans. They also must be made with such care 
and thoroughness of review of a country’s eco- 
nomic program that they will constitute an as- 
surance of economic progress. 


In addition there will have to be some stop 
gap loans—or gifts—directly by our Govern- 
ment. Experience suggests that the fewer there 
are of these the better. Just as a loan from the 
World Bank will be a hallmark of progress, so 
the need for stop gap loans is a confession of 
weakness for the borrowing country. 
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